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OP1 NI ON

This appeal is made pursuant to section 256661/
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of \Walker & Lee, Inc.,
agai nst a proposed assessment of additional franchise tax
in the amunt of $28,031 for the income year -1976.

17 UnlTess otherw se specified, all section references
are t0 sections of the Revenue and Taxation Code as in
effect for the income year in issue.

-482-



Appeal of Wal ker & Lee, Inc.

The sole issue presented in this aneaI IS
whet her appel | ant has shown its entitlement to a bad debt
deduction taken during the 1976 income year.

Appellant is a California corgPration whi ch
uses an accrual nethod of accounting. SInce its incor-
poration in 1958, appellant has been primarily engaged in
the operation of a real estate brokerage firm both wthin
and wthout the state.

o In 1972, appellant incorporated an Oregon

subsidiary under the name of WIldlife Safari, Inc.

Wldlife), and acquired an 80-percent interest in it.
ildlife's purpose was to devel op a planned commnity
which was to be centered around a wild aninmal park. ~The
first phase of the project was the conpletion and
functional operatiozn of a wild aninmal park, and this
phase had been conpleted in 1971.

The second phase of the project was to be the
jevelopment Of a canpground, golf course, notels, restau-
rants, condom niuns, apartments, and single famly homes.

pellant was to be directly involved in this phase of
the- project. The second phase was never started.

Wldlife, in pursuit of jhis_pzo?ect, made
numerous land acquisitions, The financing TOr these
purchases consisted of small |oans from various sources
and one larce | 0an from First National Bank of Oregon.

As a condition of these |oans, appellant was requited to
guarantee paymentin the event Wldlife was unable to
make its paynents

In 1974, Frank Hart, a former president of
appel l ant, becane the manager of the wild animl nark.
the park had been ogerat|ng at a loss, and Hart was
hopeful that under his management the park woul d becone
profitable. 3ut by the endof 1975, Wldlife was stil
operating at a loss. Consequently, the board of direc-
tors decided to liquidate Wldlife. At this tine a group
of investors pro?osed to purchase appellant's interest in
the park. Appellant agreed to the sale; however, betore
the National Bank of Oregon would refinance its loans in
favor of the new investors, appellant was obligated to
remain as guarantor of all the obligations incurred prior
to the transfer.

At the end of the 1976 incone year, Wldlife,
al though still operational, was still opeérating at a
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| 0ss. A?pellant determned its advances to Wldlife to
be worthless and wote off the loss. Respondent audited
appel lant's tax returns for income years 1976 through
1978 and concluded that there was insufficient evidence
to substantiate the worthlessness, during the 1976 incone
year, of the advances made to Wldlife. ~A notice of
proposed assessment was issued and, after a hearing, the
assessment was affirmed. This affirmation was followed
by appellant's tinely appeal.

Respondent determ ned that the'advances shoul d
not have been considered to be bad debts in 1976 because
notes in apﬁellantfs.1977 and 1978 financial statenents
i ndicated the possibility of collection on the advances
made to Wldlife. It further found that Wlidlife
remai ned operational, did-not file for bankruptcy or
reorgani zation, and continued to nmake payments on its
other obligztions. Fuuzhermore, there was no idencifi-
?8%5 event that established the debt asworthless during

Appel I ant consi dered the advances to be
wort hl ess ‘because (|) wildlife had only losses since its
inception; (2) WIldlife was heavily in debt: 53) appel -
| ant was subordinated to Wldlife's other creditors; (4)
the |and was allsgedly declining in value; and (5)
g%%gllfe's liabilities exceeded its assets by the end of

Section 24348, subdivision (a), provides that a
corporate taxpayer may deduct all debts which becone
worthless within the incone year. Deductions, however,
area matter of legislative grace and the burden is on
aRBellant to prove that it is entitled to such deduction
(New Colonial Ice Co. v. Helvering, 292 U S. 435 [78
L.Ed, 1348] (1934): Mayes V. Conmi ssioner, 21 T.C. 286
(1953).)

~Initially, we note that section 24348 is
substantially identical to section 166 of the Internal
Revenue Code of 1954. Accordingly, federal case [awis
highly persuasive in interpreting the California statute.
(R hn v. Franchi se Tax Board, 131 cal.app.2d 356, 360
(280 P.2d 893] (1955).)

In order to be entitled to a deduction for a
bad debt, appellant nust denonstrate that the debt becane
totally worthless durln? the incone year. \Wether a debt
Is totally worthless within acgartlcular year is a

question of fact. (Perry v. ni ssioner, 22 T.C. 968
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(1954); Mellen v. Comnmissioner, ¢ 68,094 T.C M (P-Y)
(1968).) The burden 1s on appellant to prove that the
debt for which the deduction is clained had sone val ue at
the_beglnnlng of the year in which the deduction is
claimed, and that it became worthless during that year.
Cttadini v. Conmssioner, 139 F.2d 29 (4th Cr. 1943);
ealof _KnolTwood West Conval escent Hospitals, Inc.

. St. Bd. of Equal., Mar. 3, 1982,) The standard for
the determnation of worthlessness is an objective test
of actual worthl essness. (Appeal of parabam, Inc., Cal.
St. Bd. of Equal., June 29, 1982.) The Trme Tor worth-
| essness nust be fixed by an identifiable event or events
In the period in which the deduction is clainmed which
furnish& reasonable basis for abandoning any hope of
future recovery. (United States v. Wite Dental Ma.
co., 274 U S "398 (I L. Ed. 1I120] (1927); Appeal of B & C

Welding, Inc., Cal. st. Bd. of Equal., Cct. 26, 1983.)

Appel lant, in support of its posi
stated that the account receivable from Wi :
written off until i1ts board received the financial state-
ments for Wldlife for the period ended June 30, 1976.
At this tinme, appellant realized that Wldlife would
again be unprofitable in spite of Hart's prediction that
a profit could be realized. Appellant contends that it
then exercised sound business judgment and wote off a
debt for which there was_ no. prospect ofbeln% paid. W
cannot agree. The facts indicate that Wldlite had not
filed for bankruptcz or reorganization or CEased.lts
operations during the period in issue. Bather, it

remai ned operational and continued to_make paynents on
its other obligations. As late as 1975, private
investors considered it financially sound enough to
invest their noney into the business. None of "these
investors were witing off Wldlife's obligations. There
Is also evidence that in 1981 and 1982, Wldlife had a
positive net worth. These facts |ead us to conclude that
Wldlife's debt to appellant would have been at |east
partially collectible had appellant nade sone effort to
obtain paznent. It is evident that Wldlife was not a

rofit-making business during the period in issue;

owever, appellant has not met its burden of show ng that
t he debt had become wholly worthless during 1976. or
the foregoing reason, We Tust sustain respondent's
action,

tion, has
[ dlife was not
in

-485-




Appeal of Walker & Lee, Inc.

O RDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T 1'S HEREBY ORDERED, ADJUDGED AND DECREED
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Walker & Lee, Inc., against a proposed
assessnment of additional franchise tax in the anmount of
$28,031 for the incone year 1976, be and the same is
her eby sustai ned.

Done at Sacranmento, California, this 20th day
of August , 1986, by the State Board of Equalization,
with Board Menmbers M. Nevins, M. collis, M. Bennett
and M. Harvey present.

Ri chard Nevins ,  Chai rman
Conway H Collis ,  Menber
William-M. Bennett ,  Menber
VWl ter Harvey* , Member

,  Member

*For Kenneth Cory, per Covernment Code section 7.9
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